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- SUMMARY OF SUBJECT MATTER

TO: Membets of the Commmittee on T'ransportation and Infrastructure
FROM: Committee on Transportation and Infrastructure Majority Staff

SUBJECT: Hearing on Rail Competition and Service

PURPOSE OF HEARING

The Committee on Transportation and Infrasttucture is scheduled to meet on Tuesday,
September 25, 2007, at 10:00 a.m., in 2167 Rayburn House Office Building to receive testimony on
rail competition and service.

BACKGRQUND

In the 1970s, the railroad industry was in poor financial health, suffering from rising costs,
losses, and banktuptcies. Congtess responded by passing the Railroad Revitalization and Regulatory
Reform Act of 1976 and the Staggers Rail Act of 1980 (“Staggers Act”). Together, these pieces of
legislation substantially deregulated the railroad industry. In particular, the Staggers Act gave the
tailtoads substantial freedom to set rates, including the freedom to use differential (“Ramsey”)
pticing (which allows railroads to charge higher rates to captive shippers than shippers with
competitive options), enter into contracts, and rationalize their physical infrastructure through the
abandonment and spin-off to shott lines of track and yards. At the same time, the Staggers Act gave
the Interstate Commerce Commission (“ICC”), and later the Surface Transportation Board (STB or
Boatd), the authotity to establish a process so that shippers could obtain relief from unreasonably
high rates. This process establishes a threshold for rate relief, allowing a rate to be challenged 1f it
produces revenue equal to or greater than 180 percent of the variable cost of transporting a
shipment.




Since passage of the Staggers Act, the freight railroad industry has become mote
concentrated. In 1976, there wete 30 independent Class I railroad systems, consisting of 63 Class I
railroads operating in the United States. Cuttently, thete are seven Class I railroads in the United
States: BNSF Railway; CSX Transpottation; Grand Trunk Corporation, which consists of the U.S.
operations of Canadian National (CN); Kansas City Southern (KCS); Notfolk Southern (NS); the
- fotmer Soo Line, owned by Canadian Pacific Railway (CP); and Union Pacific (UP). Neatly half of
the reductions since 1976 are attributable to mergers. Accotding to the Association of American
Railroads (AAR), in 2006, the seven Class I railroads controlled 87 percent of all ton-miles for the
562 railroads in the United States (1.776 tillion of 2.04 trillion ton-miles), which accounts for 40
percent of intetcity freight ton-miles actoss all transportation modes (more than any other mode of
transpoztation),

The reduction in the number of corporate entities since the Staggers Act has been matched
by a decrease in the physical infrastructure of the railroads. In 1970, the Class I railroads operated
about 206,000 route-miles of track. Today, abandonment and spin-offs to smaller railroads (which
the Staggets Act authotized) have reduced this figure by 32 percent to about 140,810 miles. The
contraction of the industry has been matched by a revival of its fortunes. In the 1970s, latge
portions of the rail industry were in financial and physical disrepair. Perhaps the prime example was
in the Northeast, where the entire rail netwotk (including the Penn Central and several smaller
carriers) was bankrupt.

Today, most observers agree that the Staggers Act has been profoundly beneficial for the
freight rail industry. A 2006 Government Accountability Office (“GAO”) report examining the
health of the freight railroad industry found that its financial health has improved substantially as
tailroads have cut costs by streamlining their workforces, tight-sizing their rail networks, and
teducing track miles, equipment, and facilities to more closely match demand. Freight railroads have
also expanded theit business into new markets—such as the intermodal market—and implemented
new technologies, including larger cars. Over the past 10 years, the seven Class T railroads have
reported progressively greater income, as shown below.

Railroads’ Net Income (in $ millions)

2006 | 2005| 2004 2003| 2002 | 2001| 2000| 1999 | 1998 | 1997 | 1996
BNSF | 2139 | 1,776 | 1,032 | 1,063 1,042 | 1,138 | 1,397 | 1,470 | 1,409 | 1,138 [ 1,061
CSX | 1,108| 816| 531| 368 528| 456 360| 3620 609| 694 611
UP 1,819 | 1,279 | 929 1422 1,521 1,397 | 1,319 | 1,306 | 399 | 883 | 1,009
NS 1,752 | 1,608 | 1273 899| 912| 843| 586| 441| 681| 858 | 788
KCS 124 67 79 52 57 65 61 57 78 27| 66
CN 525 | 447 309 | 220| 136 67 55 86| -4 5| 22
CP 92 82 11 54 52 55 60 40 49 91 | 183
Total | 7,559 | 6,075 | 4,164 | 4,078 | 4,248 ] 3,610| 3,838 | 3,762 | 3,211] 3,696 | 3696

Source: Assocéation of American Ratlroads, Raitroad Pacts, 1996-2006

These gains for the railroads have come at a price for shippers. According to the GAQ, in

. its recent repott entitled Updated Information on Rates and Other Industry Trends, the railroads are shifting
mote costs to the shippers. For example, the GAO repotts that a 20 percent shift has occurred in
railcar ownership since 1987. In 1987, railcats owned by freight railroad companies moved 60




petcent of tons catried. In 2005, they moved 40 percent of tons catried, meaning that the freight
railroads’ railcats no longer carry the majority of tonnage.

'The GAOQ also found that in 2005, the amount of industry revenue reported as

~ “miscellaneous” neatly tripled over 2004 levels, rising from about $633 million to over $1.7 billion.
This miscellaneous revenue includes some fuel surchatges and other charges for providing rail
service. In 2004, miscellaneous revenue accounted for 1.5 percent of freight revenue reported, while
in 2005 it had risen to 3.7 percent. Also, in 2005, 20 percent of all tonnage moved in the United
States generated miscellaneous revenue. While the STB in January 2007 adopted a rule stating it was
unreasonable for freight railroads to compute fuel surcharges as a percentage of a shipper’s base rate
as well as applying a fuel surcharge, known as “double dipping,” the STB has not finalized rules for
railroads to report tevenues raised from fuel surcharges. In May 2007, Dust Pro Inc. filed a class
action lawsuit against BNSF, CSX, KCS, NS, and UP alleging that the railroads “moved in uniform
lockstep” to fix ptices for the fuel surcharges, which it said had no relationship to actual fuel costs.
The case is pending,

Railtoads have also been chatging shippers, in particular captive shippers, higher rates.
According to the GAO, while 2005 rates remain lower than 1985, they rose 7 percent over their
2004 levels. This represents the largest annual increase in rates during the 20-year period from 1985
through 2005, and outpaced increases in inflation — five percent in 2005.

While the GAO reports that the amount of captive traffic traveling at rates greater than 180
petcent of the variable cost of transporting a shipment and the revenue generated from that traffic
have both declined since 1985, the tonnage from traffic traveling at rates substantially over the
threshold for rate relief has incteased. Total industty tonnage has increased significantly (from 1.37
billion tons in 1985 to 2.14 billion tons in 2004), and the tonnage traveling at rates greater than 300
percent of the variable cost of transposting the shipment has more than doubled—from about 53
million tons in 1985 to over 130 million tons in 2004,

THE SURFACE TRANSPORTATION BOARD

The STB is the economic regulatory agency that Congtess charged with the fundamental
missions of resolving railroad rate and service disputes and reviewing proposed railroad mergers.
The STB is decisionally independent, although it is administratively affiliated with the Department
of Transportation. It was created in the Interstate Commerce Commission Termination Act of 1995
- and is the successor agency to the Intetstate Commerce Commission.

The STB setves as both an adjudicatory and a regulatory body. The agency has jurisdiction
over railroad rate and setvice issues and rail testructuring ttansactions (metgers, line sales, line
construction, and line abandonments); cettain trucking company, moving van, and non-contiguous
ocean shipping company rate mattets; cettain intercity passenger bus company structure, financial,
and opetrational matters; and rates and services of certain pipelines not regulated by the Federal
Energy Regulatory Commission.

The Boatd’s adjudicatory decisions are appealable to the Federal courts. The coutt may
overtutn an STB decision (and remand the case to the S1B) if the court finds that the Board’s




decision was arbitrary, capricious ot an abuse of discretion; was unconstitutional; exceeded the
STB’s statutory authotity; failed to obsetve procedures required by law; or was unsupported by
substantial evidence. The STB defends its own decisions against challenges in court and may appear
in any civil action involving matters within its jurisdiction.

The Boatd is headed by three commissioners, which are appointed by the President and
confirmed with the advice and consent of the United States Senate for five-year terms. The cutrent
commissioners are Chairman Chatles D. “Chip” Nottingham, Vice Chairman W. Douglas Buttrey,
and Commissioner Francis P. Mulvey.

Two impottant components of the current regulatory structure for the railroad industry are
the concepts of revenue adequacy and demand-based differential pricing. Congress established the
concept of revenue adequacy as an indicator of the financial health of the industry, The STB
determines the revenue adequacy of a railroad by comparing the railroad’s return on investment with
the industty-wide cost of capital. For instance, if a railroad’s return on investment is greater than the
industry-wide cost of capital, the STB determines that railroad to be revenue adequate. Historically,
the ICC and the STB have rately found railroads to be revenue adequate, which many observers
question given their shatp increase in revenues. Othets, however, state that it is due to theit cost
structure. Railroads incur large fixed costs to build and operate netwotks that jointly serve many
different shippers. Some fixed costs can be attributed to serving particular shippers, and some costs
vary with particular movements, but other costs are not attributable to particular shippets ot
movements. Nonetheless, a railroad must recover these costs if the railroad is to continue to
ptovide setvice over the long run,

Recently, the SIB announced a proposed rulemaking to update its cost of capital
methodology by updating how it computes the railroad’s cost of equity. The cost of capital is
integral in the Board’s annual evaluations to determine the adequacy of the individual railroads'
revenues each yeat, as well as in vatious types of regulatoty proceedings. Under the proposed rule,
the Board would use a Capital Asset Pricing Model (CAPM), rather than the discounted cash flow
(DCF) method that it has applied since 1982. CAPM has become the private sector norm for
measuting cost of equity and is also the measurement utilized by the Board’s counterpart in Canada.
'The Boatd expects that CAPM will significantly reduce the railtoad’s reported cost of capital, as
shown below in this comparison chart.

_Cost-Of-Equity Comparison

_Year | DCF | CAPM
1997 13.8 10.5
1998 13.1 8.8
1999 12.9 9.3
2000 139 9.3
2001 12.8 8.2
2002 12.6 7.3
2003 12.7 6.7
2004 132 7.1
2005 152 7.5

Source: STB




As a result, under the proposed rule, thete is a greater likelihood that the majority of Class I
railroads will be revenue adequate, which should lower the maximum rate a railroad may charge a
captive shipper.

Demand-based differential pticing, in theory, permits a railroad to recover its joint and
common costs—those costs that exist no matter how many shipments are transported, such as the
cost of maintaining track— across its entire traffic base by setting higher rates for traffic with fewer
transpottation alternatives than for traffic with more alternatives. Differential pricing recognizes
that some customets may use rail if rates ate low, and if they have other options if rail rates are too
high or service is poor. Theteforte, tail rates on these shipments generally cover the directly
attributable (vatiable) costs, plus a telatively low contribution to fixed costs.

In contrast, customets with little or no practical alternative to rail—"“captive” shippers—
generally pay 2 much larger pottion of fixed costs. Moteover, even though a railroad might incur
similar incremental costs while providing service to two different shippers that move similar
volumes in similar cat types traveling over similar distances, the railroad might charge the shippers
different rates. Furthermore, if the railtoad is able to offet lower rates to the shipper with more
transportation alternatives, that shipper still pays some of the joint and common costs. By paying
even a small patt of total fixed cost, competitive traffic reduces the share of those costs that captive
shippers would have to pay if the competitive traffic switched to truck or some other alternative.
Consequently, while the shippet with fewer alternatives makes a greater contribution towatd the
railroad’s joint and common costs, the contribution is less than if the shipper with more alternatives
did not ship via rail.

The Staggers Act further requires that the railtoads’ need to obtain adequate revenues to be
balanced with the rights of shippets to be free from, and to seek redress from, unreasonable rates.
Railroads incur vartiable costs—that is, the costs of moving patticular shipments—in providing
service. The Staggers Act stated that any rate found to be below 180 percent of a railroad’s vatiable
cost for a patticular shipment is not unteasonable and authorized the ICC, and later the STB, to
establish a rate relief process for shippets to challenge the reasonableness of a rate. The Board may
consider a rate case only if the carrier has market dominance over the traffic at issue if: (1) the
railroad’s revenue is equal to or above 180 petcent of the railroad’s variable cost (R/VC); (2) the
railtoad does not face effective competition from other rail cartiers or other modes of
transportation; and (3) the rate is already in effect.

Where a railroad has market dominance over traffic, its rate for that traffic must be
reasonable and the STB must determine the reasonableness of the rate if challenged. A shipper may
seek both reparations and a presctibed rate by the STB of the maximum reasonable rate that the
_ railroad may charge for futute shipments. Howevet, there is a limit to the rate relief that the STB
can award, as it cannot requite a railtoad to lower a rate below the jurisdictional floor (180 percent
of the R/VC ratio) and it cannot award reparations based on a rate below that level.

In assessing whether challenged rates are reasonable, the STB normally applies the
Constrained Matket Pricing (CMP) guidelines developed by the ICC in Coa/ Rate Guidelines,
Nationwide, 1 ICC.2d 520 (1985), affd sub nom. Consolidated Rail Corp. v. United States, 812 F.2d 1444 (3d
Cir. 1987). Notwithstanding the title of the ICC’s decision, the CMP guidelines are not limited to
. coal rates, but apply to rates on all types of repetitive, high-volume traffic.




CMP imposes four constraints on a railroad’s pricing of captive traffic that are applied by a
shippet in making a rate case: (1) a captive shipper should not be required to pay more than is
necessary for the railroad involved to eatn adequate tevenues (the revenue adequacy constraint); (2)

" a captive shipper should not pay mote than is necessaty for efficient railroad operation (the
management efficiency constraint); (3) a captive shipper should not bear the costs of any facilities or
services from which it detives no benefit (the stand-alone cost constraint); and (4) changes in the
rate should not be so precipitous as to cause sevete economic harm (the phasing constraint).

Rail shippets have generally preferred to use the Stand-Alone Cost (SAC) test in making rate
disputes.” They find it easier and mote effective to analyze a selected subset of rail operations than a
latge railroad’s entite system, and to design an entirely new and optimally efficient system than to
" suggest improvements in conducting existing, potentially dated rail operations. Given the massive
and detailed natute of the evidence needed in SAC cases, the Boatd has issued general guidelines for
presenting evidence in SAC cases to standardize the format and focus the evidentiary presentations.

However, 2 CMP presentation can be expensive and not feasible for a shipper if the amount
of money at issue is not latge enough to justify that expense. Therefore, the STB has adopted
simplified guidelines for use in those cases in which it finds that CMP cannot practicably be applied.
'The simplified rate guidelines use three avetage revenue-to-vatiable cost (R/VC) benchmarks, in
" combination, as a starting point for 2 mote individualized case-by-case rate reasonable analysis.

While the simplified guidelines have been in place since 1997, a rate case has not been
decided under the process set out by the guidelines. The STB held public hearings in April 2003 and
July 2004 to examine why shippers have not used the guidelines and to explote ways to improve
them. At these hearings, numerous organizations provided comments to the STB on measures that
could clarify the simplified guidelines, but no action was taken. Shippers are concerned about using
the simplified guidelines because they believe the guidelines will be challenged in coutt, resulting in
" lengthy litigation and further delaying rate relief.

In response, in September 2007, the STB issued new simplified rate guidelines. Pursvant to
this process, freight rail customers can obtain an award of up to $5 million in relief within 17
months of filing a complaint. The Board's decision allows freight rail customers to choose which
rate dispute resolution process they would like to use. In an effort to minimize litigation, the Board
will require mediation in all rail rate disputes. However, many shippers believe the new simplified
guidelines are not an improvement over the old guidelines. For example, the 17-month deadline is
~ one month longet than the STB's rules for large rate (SAC) cases (which call for a 16-month
schedule). Additionally, shippets contend the simplified standards are unnecessatily complicated.
Further, the shippers point out that the involved shipper participants uniformly opposed the rules as
unworkable,

While the STB repotts it has taken a number of actions to improve the rate relief process
and assess competition, the GAQO teported in 2006 that further actions are needed to address
competition and captivity concetns. The Staggers Act and the ICC Termination Act encouraged
" competition as the preferted method to protect shippers from untreasonable rates and granted the

! The top-down (revenue adequacy) approach has been used in one pipeline case. See CF Indus,, Inc. . Koch Pipeline Co.,
STB No. 41685 (May 9, 2000), affd sub nom. CF Indus. Inc. v STB, 255 F.3d 816 (D.C. Cir. 2007) rebg denied (D.C. Cir, Seps.
25,2001).




STB broad legislative authotity to monitot the performance of the railroad industry. However, the
GAO reports that these processes have proven to be largely inaccessible because the standard
process remains expensive, time consuming, and complex, and the simplified process has not been
used.

The GAO also teported that there is widespread agreement that the STB’s standard rate
relief process is inaccessible to most shippets and does not provide for expeditious handling and
resolution of complaints. The ptocess is expensive, time consuming, and complex. The GAO
found that the process can cost apptoximately $3 million per litigant and that the dispute must
involve more than several million dollars to make it worthwhile to spend $3 million on a case that
they could possibly lose, not inchiding upwards of $178,200 to file a rate case before the Board.
Thus, only large volume shippets, such as coal shippers, with set origins and destinations have the
money to be able to afford the STB rate relief process. Additionally, shippers report that they do
not use the process because it takes so long for STB to reach a decision. Lastly, shippets continue
to state that the process is both time consuming and difficult because it calls for them to develop a
hypothetical competing railroad to show what the rate should be and to demonstrate that the
existing rate is unreasonable. Since 2001, 11 CMP cases have been filed with the Board. All but one
is a coal rate dispute. Of the 11, three have been settled and dismissed, one was withdrawn, and one
is still pending. Of the six in which final decisions were issued (all using the SAC constraint), all
were shipper losses. Furthes, the STB reports that the average processing time is 2.8 years, with the
fastest case taking 1.8 yeats for a decision to be reached and the longest being ovet four years.

Finally, the STB offets an arbitration ptocess to resolve disputes that has never been used.
Under this approach, an atbitrator would decide the rate, using a “give and take” approach—that is,
the arbitrator would determine the rate without being required to pick one of the two offers. The
STB reports this option has not been used, in part, because the cases that go befote STB are
contentious, with high monetary stakes. As a result, there is less willingness from eithet side to
arbitrate.

COMPETITIVE ACCESS ISSUES

Shipper groups, economists, and other experts in the rail industry have suggested remedies
that could provide more competitive options to shippets in areas of inadequate competition o
excessive market power. These groups view these apptoaches as more effective than the rate relief
process in promoting a greater reliance on competition to protect shippers against unreasonable
rates. Some proposals would requite a reopening of past STB decisions or a legislative change.
These include:

> Reciprocal siwitching: This approach would allow the STB to require railroads serving shippers

. that are close to another railroad to transport cats of a competing railroad for a fee if such an
action would serve the public interest. The shippets would then have access to railroads that
do not reach their facilities. This approach is similar to the mandatory inter-switching in
Canada, which enables a shipper to request a second railroad’s service if that second railroad
is within approximately 18 miles. Some Class 1 railroads already interchange traffic using
these agreements. This approach could also reduce the number of captive shippers by
providing a competitive option to shippers with access to a proximate but previously




inaccessible railroad and thereby reduce traffic eligible for the rate relief process. This issue
is addressed in H.R. 2125, the Railroad Competition and Service Improvement Act of 2007,
sponsored by Chairman Oberstar and Ranking Republican Member Baker.

Terminal agreements: This approach would allow one railroad to grant access to its terminal
facilities or tracks to another railroad for a fee. Current regulations require a shippet to
demonstrate anti-competitive conduct by a railroad before the STB will grant access to a
terminal by a non-owning ratlroad unless there is an emergency ot when a shipper can
demonstrate poor service and a second railroad is willing and able to provide the service
requested. However, shippers assert that proving anti-competitive conduct by a railroad is
excessively onerous and, to date, no shipper has succeeded in proving that a terminal owning
railroad has engaged in anti-competitive conduct, Granting access to terminal facilities or
tracks for a fee would also make it easier for competing railroads to gain access to the
terminal ateas of other railtoads and could increase competition between railroads. This
issue is not addressed in H.R, 2125,

“Bottleneck” rates: This approach would require a railtoad to establish a rate, and thereby offer
to provide setvice, for any two points on the railroad’s system where traffic originates,
terminates, or can be interchanged. Some shippers have more than one railroad that serves
them at their origin and/or destination points, but have at least one pottion of a rail
movement for which no alternative rail route is available, This portion is referred to as the
“bottleneck segment.” The STB’s decision that a railtoad is not required to quote a rate for
the bottleneck segment has been upheld in Federal court (See Mid-American Energy Co. v.
Surface Transportation Board, 169 F. 3d 1099 (8th Cir.: Feb.10, 1999) and Union Pacific Railroad v.
Surface Transportation Board, 202 F, 3d 337 (D.C, Cir.; 2000)). The STB requites a railroad to
provide setvice for the bottleneck segment only if the shipper had prior arrangements or a
contract for the remaining portion of the shipment route. The proposed alternative would
give shippers access to a second railroad, even if the single railroad is the only railroad that
served the shipper at its origin and/or destination points, and create more competition, This
issue is addressed in H.R. 2125,

Paper barviers: This approach would prevent, or limit, paper barriers, which are contractual
agreements that can occur when a Class I railroad either sells or leases some of its track to
other railroads {typically a shost-line railroad and /ot tegional railtoad). These agreements
stipulate that virtually all traffic that originates on that line must interchange with the Class 1
railroad that originally sold or leased the tracks or pay a penalty. Since the 1980s,
approximately 500 short lines have been created by Class I railroads selling a portion of their
lines; however, the extent to which paper barriers are a standard practice is unknown
because they are part of confidential contracts. These agreements prevent smaller railroads
that connect with or cross two or mote Class 1 rail systems from providing rail customers
access to competitive service and prevent those smaller railroads from expanding service and
earning mote revenues. This issue is addressed in HL.R. 2125.

Trackage rights: This approach would require one railroad to grant access of its tracks to
another railroad, enabling railroads to interchange traffic beyond terminal facilities for a fee.
In the past, the STB has imposed conditions requiring that a merging railroad must grant




another railroad trackage rights to presetve competition when a merger would reduce a
shipper’s access to railroads from two to one. This issue is not addressed in HLR. 2125,

The STB has previously required railroads to adopt the actions listed above as a condition
for approving mergers in order to maintain adequate competition. For instance, the STB granted
the BNSF and other railroads trackage rights over about 4,000 miles of track as a condition to
approve the 1996 merger of UP and the Southern Pacific. In the case of the breakup of Conrail in
1997, the two acquiring railroads, NS and CSX, share some of the lines and terminals of the former
railroad.

Today, shippers assert that the improved financial health of the railroad industry warrants a
reexamination of the goals of railroad policy as stated in the Staggers Act. They contend that
existing interpretations of the statute are based on precedents established in an outdated eta of
excess rail capacity. With segments of the rail network now experiencing congestion, captive
shippers atgue that, as a matter of public policy, rail shippers should be given greater latitude to
reroute their traffic to less capacity constrained routes, In contrast, the railroads maintain that the
shippers’ concerns about rail service would be resolved with increased infrastructure investment,
which would expand capacity on the rail network, They also contend that shippers are paying
outdated rates coveted in long-term contracts that are now up for renewal and that those rates do
not cover the railroads’ transportation costs and investment needs. The Committee will receive
testimony from both sides of this issue.
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